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The economy of Hong Kong has undergone gradual
changes to become a services based economy. The
contribution to the Gross Domestic Product from tertiary
services rose from 60% to 65% in 1987. The tertiary
services are operating from office property. Office
rental therefore forms part of the business cost. This
paper is intended to research on the prediction of
office rental. Our focus is on prime office rental and
its prediction from major economic indicators.
This report is composed of seven chapters.
Chapter one introduces the objectives of this study.
Chapter two outlines our methodology. Chapter three
reviews the theory on the determination of rental value
of office property. Chapter four is a review of the
Hong Kong office rental market. Chapter five presents
the findings from interviews with a group of market
practitioners on their opinion and practice in the
projection of office rent. In Chapter six we present
our quantitative analysis of the relationship between
prime office rent and major economic indicators. Our
conclusion and recommendations are contained in Chapter
seven, the final Chapter.
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1CHAPTER I
INTRODUCTION- OBJECTIVES OF THE STUDY
Introduction
Hong Kong's economy has undergone a series of
changes. It was an entrepot and turned into an
industrial based economy. It is now moving to a
services based economy.
Hong Kong was traditionally an entrepot for trade
between China and the West. During the Korean War in
1950-3, the export of strategic goods to China was cut
off by the United Nations embargo. Hong Kong was forced
to adopt and therefore enter into an era of
industralisation. From the start, the industrial
revolution was based on textiles and garments making use
of the abundant cheap labour supply provided by the
influx of refugees from Mainland China in the early
1950's and 1960's.
In the 1970's Hong Kong developed into a major
financial centre operating world markets in foreign
exchange, gold, insurance, shipping and commodities.
Investment monies were channelled to Hong Kong from
all over the Pacific Basin. Tertiary industries
providing advisory services in accountancy, investment,
law and commerce gradually developed.
2
In 1979, China began to adopt an open door
economic policy in support of its modernisation
programme. Special economic zones were set up in
coastal regions in close proximity to Hong Kong.
Incentives were provided to attract foreign investment.
This development has added a new dimension to Hong
Kong's economic growth. Many overseas trading firms
established their offices in Hong Kong for the first
time because of its comparative advantages in terms of
location and established infrastructure.
Manufacturers are moving into Mainland China to
take advantage of the low labour cost and the developing
country status to avoid the problem of quota. Only the
headquarters and the service functions which require
sophisticated and highly trained operative personnel
remain.
Hong Kong also re-emerges as an entrepot for China
trade as modernisation of China requires the import of
new technology, plant and machinery. Both manufactured
goods and raw materials are exported to earn the hard
currencies. Foreign companies which have very little
experience in dealing with the Chinese companies and
thus lack the necessary connections have to deal through
the middle man in Hong Kong.
At the same time, trading activities require the
development of sophisticated communication systems
and financial services. The wealth which had been
accumulated earlier had to be re-invested. Foreign
investors who find it more convenient to operate from
Hong Kong as a base have to have a place to keep their
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money. Hong Kong had therefore evolved into a financial
centre.
The changes in the economy of Hong Kong since 1970
can be summarised in the following statistics. The
contribution to GDP from the manufacturing sector
dropped from 31% in 1970 and stabilised at about 22%
during the period 1985-7. The contribution from
tertiary services to GDP rose from 60% in 1970 to 65% in
1982, remained stable in the range of 62-64% during the
period 1983 to 1986 and increased to 65% in 1987. The
details are listed in Table 1 on the following page.
Demand for office space has therefore grown
tremendously over the last few years because of the
large demand from the trading companies, the service
sectors, shipping companies, banks etc.
Problem statement
Property forms an important part of Hong Kong's
economy. To occupiers, it is a factor of production.
To investors and financiers it is a form of investment.
To the construction industry and developers, property
itself is business. Private sector development can
primarily be divided into office, residential,
industrial, shop and hotel. Each type of property has
its own characteristics.
Managers from time to time come across decisions
relating to properties. These decisions are hard to
reverse without incurring substantial cost. On the
other hand, data which are available are usually related
to transactions that take place months before and are
related to particular property only. They are of
4
TABLE 1
CONTRIBUTION OF ECONOMIC SECTORS




Agriculture and fishing 0.40. 5
0.1 0.1Mining and Quarrying
Manufacturing 22.122.3
3.0 2.8Electricity, Gas and Water
4.8 4.6Construction
Wholesale, Retail, Import/Export
23.221.3trades, Restaurants and Hotels
8.78.1Transport, Storage and Communication
Financing, Insurance, Real Estate
17.3 18.4and Business Services
Community, Social and Personal
14. 916.6Services
10.010. 7Ownership of Premises
Nominal Sector (adjustment for
-4.7 -5.2
financial services)
Gross Domestic Product at Factor
100.0 100. 0Cost (production based estimate)




doubtful value to the user as they are piecemeal in
nature.
Historical prices are not good indicators of
future prices. Events which happened between the
conclusion of the previous transaction and the present
may drastically alter the outlook of the economy and the
property market.
Updated estimates of future prices have to be
specifically prepared and are expensive to acquire. In
addition, they may be of doubtful quality and in any
case incomplete. Managers are usually at a loss to
grasp what is happening in the property market.
There is obviously a need to develop a systematic
and generalised projection mechanism. We hope that this
paper will throw some light on this.
Objectives
The objectives of this study are firstly to
investigate the underlying economic factors affecting
office rental and secondly to build a mathematical model
based on these underlying factors for projecting office
rent.
Based on the prime office rental level other
values such as property prices and rentals of other
office properties can then be readily projected. Price,
by definition, is the expected value of the rent
receivable from a property. Rentals of office
properties move together with a differential reflecting
the quality of the building and the convenience of the
location.
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Structure of the Report
Having set out our problem statement and
objectives of study in this chapter, we will outline the
scope of study and methodology in Chapter II.
In Chapter III, we will review the theories on she
determination of office rent. We will outline the
economic principles and analyse the conditions of supply
and demand that determine the level of rent.
Having outlined the theoretical background, we
will apply this to analyse the conditions of the rented
office market in Hong Kong in Chapter IV.
Chapter V is the summary of the findings from an
interview of eight players in the property market on the
projection of office rent.
The facts and figures that are presented in
Chapter III, IV and V will be used to develop a model to
project office rental in Chapter VI. The focus is on
prime office rental. Similar studies on the subject
will be discussed and reviewed in this Chapter.
In the final chapter, we will sum up the findings
of this research paper and draw our conclusions based on
them. Recommendations will be made on the method of
projecting office rent that can be used by decision
makers in the real estate industry in Hong Kong.
7CHAPTER II
METHODOLOGY
This research report is intended to be both
qualitative and quantitative in nature. We shall review
the literatures on the determination of office rent,
research on the Hong Kong situation and develop a
forecasting model based on the findings.
Source of data
Classical theories on urban economics, property
management, property investment and property development
have been reviewed to provide a theoretical background
on the determination of office rent. Business guides
and standard reference books on Hong Kong are referred
to in summing up the economic background. Publications
by research departments of leading banks, stock brokers
and Chartered Surveyor firms provided up to date and
detailed information for the analysis of the Hong Kong
rented office market. Published data are also obtained
from the Rating and Valuation Department, Census and
Statistics Department ,and the Buildings and Lands
Department of the Hong Kong Government to meet the needs
of quantitative analysis.
In order to gauge the market situation, interviews
with experienced, players in the market have been
conducted. They were asked about their theory and
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practice in projecting office rentals. The findings of
the interviews are built into the quantitative analysis.
Lastly, the writers' own working experience
forms another useful source of information. One of us
is working in a local property investor and development
company. The other is working in the Housing Department
of the Hong Kong Government.
Quantitative Analysis
We intended to use the least square method tc
derive a regression equation in which office rent is thf
dependent variable and the economic factors are the
independent variables.
Statistical theory alone do not determine whicl
variables should be included in the analysis. Prioi
knowledge of the property market determines the initial
choices of variables. The theoretical basis for the
selection of variables is included in chapter III IV.
This is supplemented by the information obtained in the
interviews detailed in Chapter V.
The model is tested with the data collected and is
modified to obtain a good fit. From the equation,
estimates of the office rent can be made from values
of economic indicators. Other useful information such
as measures of errors involved in using this equation as
basis for estimation are available for further
consideration. The proportion of variance in the
dependent variable accounted for or explained by the
independent variables is also available by computing the
multiple co-efficient of determination.
9CHAPTER III
THE DETERMINATION OF RENTAL VALUE OF
OFFICE PROPERTY IN THEORY
In this chapter, we shall begin with an outline of
the nature of the real property market and shall review
the literatures on the determination of rental value of
office property.
Nature of the Real Property Market
Definitions
Land is a factor of production generally
comprising 'all the free gifts of nature which yield an
income......', but excluding 'sunshine, rain and other
natural agents which assist in production since they are
1
not in anyone's ownership and control'.
Land resources include surface land, water
resources, subsurface mineral rights and supersurface
air rights. Surface land is subdivided into
agricultural land, forest land, land for transportation
and communication, recreational land and land for site
purposes which includes urban and non-urban building
sites.
Real property refers to the exclusive right in,
over and under land. Office property is one type of
real property.
1Introduction to economics, A. Caincross, 1960
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Rent or rental value normally refers to the
periodic payment that a tenant would have to pay under
a lease for occupation of a comparable property. Price




As a scarce resource land is fixed in supply. Its
quantity can only vary slightly by reclamation,
flooding, etc. However, the quality can vary through
land management and application of capital though to an
extent the quality also depends on factors beyond human
control, i.e. climate, aspect etc.
Land involves no cost of creation. Land may have
existed before man was on the planet. However,
development costs are incurred in making land suitable
for use and user costs in keeping land in a state of
repair appropriate to its use.
No two pieces of land are ever alike. They are
heterogeneous. Significance is attached to physical and
locational differences of urban sites.
Land is subject to the law of diminishing marginal
returns. The application of labour and capital to land
would eventually produce less than proportionate
increases in output.
Physically, land is immobile and indestructable.
It must be used where it is found and cannot be shifted
to a more favourable market. The commodity traded in is
the 'control of space'. Even though building and cities
may decay and perish, land survives.
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Characteristics of the Real
Property Market
Land use and land values (price and rent) are
determined by the price mechanism through the operation
and interaction of forces of supply and demand in the
real property market. The real property market does not
exist in physical shape and form. It does not have
central agencies. It is unorganised and not identified
with a particular location.
The real property market is an imperfect market.
The durability and immobility of buildings, imperfect
knowledge, the indivisibility of property interests, the
implications of government intervention etc. all
conspire to create the conditions of an imperfect market.
The real property market is a disaggregated
market. It is a collection of a group of interrelated
sub-markets concerned with different types of real
property and with different geographical areas.
The commodity traded in the market is not a
standardised product. Each property is unique in itself
in terms of accommodation, location etc.
Real property is demanded as a factor of
production (e.g. space for building operation) and as a
consumer good (e.g. public open space). It is also
demanded by investors as an alternative to other types
of investment asset.
Despite the imperfections of the market, in the
long run, land will, theoretically, transfer to its
highest and best (most profitable) use within the
constraints of the geographical and institutional
framework. The market will allocate scarce property
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resources between competing uses and establish land uses
and values.
The Geographical and Institutional
Framework
The geographical framework sets limits on the use
that might be made of land as the adaptation of land to
uses always involves costs. Climate and topography can
only be altered to an insignificant degree spatial
relationships and location of mineral resources not at
all. However, as technological knowledge increases, the
dividing line between what can and cannot be altered by
man could be very difficult to draw. In the past deep
sea oil drilling was a dream: today it is a reality.
The institutional framework is a framework created
by man with the object of improving the quality of life
and reconciling conflicting interests. Land uses tend
to be highly interrelated particularly in urban areas.
The presence or absence of public utilities such as
roads and sewers affects the land use. The 'spill-over'
effects of a given land use may affect decisions on what
uses can be put on neighbouring sites.
Theory on the Determination of Rental Value
Theories on determination of rental value were
developed on the basis that land is allocated through
the price mechanism. Basically, the rent of land is
determined by the interaction of supply and demand.
Under the price mechanism, people bid for land resources
to the point where the additional satisfaction or
benefit to be derived from a marginal addition to their
stock equals the marginal cost of alternatives forgone
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to obtain that marginal addition. Similarly, owners of
land resources supply to the point where the marginal
revenue or benefit they received from additional sales
equals to the marginal cost of supply in terms of
alternatives forgone.
The Concept of Economic
Rent
The concept of economic rent was first developed
by David Ricardo in his book 'Principles of Political
Economy and Taxation' in 1817. The earnings of pure
land is a pure case of economic rent. Pure land is
fixed in supply. The earnings of pure land are
determined solely by the extent of demand for the fixed
supply as shown in Figure 1 on the following page.
However small the demand and however low the earnings
the total supply is still the same. The opportunity
cost of land in existence is zero. It is therefore a
pure case of economic rent.
Given the concept of economic rent, price performs
the function of rationing scarce supplies among
competing uses. Therefore the supply of land for a
given use can never be regarded as fixed. The supply
for a given use can change by a more intensive use of
existing land and a transfer from another use, subject
to the constraints of the geographical and institutional
framework.
In modern economic theory, Ricardo's concept of
rent is amended and extended. Rent is now applied 'to
payments made for factors of production which are in
14
FIGURE 1








earnings when demandrepresentNote: OP1N1N
represent earnings whenis D1 OP2N2N
demand is D2
Source: Harvey, J. Urban Land Lconomics, London:
Macmillan Education Ltd, 1987.
perfectly inelastic supply.''
The general payment for hire of land is now known
as commercial rent. It comprises transfer earnings and
economic rent. Transfer earnings reflect that part of
payment made to keep land in its present use. Economic
rent is the amount above transfer earnings reflecting
the greater anticipated profit from use of the highest
bidder.
Rental Value as a Surplus
W. Fraser was of the opinion that the rental value
of land could be seen as the residual after deducting





the expected cost of the optimally employed co-operating
factors of production from the revenue expected from
using the land for its most profitable use.
Consequently, no rent will be paid for land which is
incapable of profitable use or where there is no land
scarcity.
Competition amongst users would ensure that land
is put to the most profitable use, thus generating the
maximum revenue and enabling the user to pay the highest
rent to bid away the competitors.
The cost of the optimally employed co-operating
factors of production mentioned above includes an
element of profit for the land user. The level of
profit required depends on the risks involved in the use
of the land. When competition to secure the land is
great, the land user may have to sacrifice a portion of
this profit and consequently bid up the rent.
The rental value of land changes over time
whenever there is a change in the surplus of revenue
over cost. This usually results from changes in the
productivity of land, the productivity of the factors of




From the above paragraph, it is clear that in
explaining the determination of rent, we have to examine
the demand of land as a factor of production which
affects the demand side of the equation. The demand of
land is derived from the contribution that land can make
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to a final product. The optimum level of output is
where the marginal cost equals marginal revenue. Given
the level of optimum output, a land user will have to
minimise the cost. We shall briefly examine how the
theories of factor combination affect individual
demand. The sum of all the individual demand will be
the industry demand.
All factor inputs variable
Let us first assume that all factor inputs are
variable. The problem can be solved by using Figure 2
on the following page. It is assumed that there are two
factor inputs only- land and capital. EP10 and
EP20 are equal product curves showing all different
combinations of capital and land which yield outputs of
10 and 20 units respectively. A given level of outlay
on factors is assumed at EP20. Spent wholly on land
it would buy OL units spent wholly on capital it would
buy OC units. The slope of the budget line CL indicates
the relative prices of land and capital.
The cost minimising factor combination for this
level of outlay is OM land plus OP capital. Any other
combination yields less than 20 units of accommodation.
Only at point A is the marginal rate of technical
substitution of land for capital equal to the ratio of
the price of land to that of capital so that:
Marginal Product of CapitalMarginal Product of Land
Unit Price of CapitalUnit price of land
A larger level of outlay with unchanged prices of land
and capital inputs would have produced a different
cost-minimising combination, for example, at point D.
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FIGURE 2
THE OPTIMUM COMBINATION OF FACTOR OF PRODUCTION












Source: Harvey, J. Urban Land Economics, London:
Macmillan Education Ltd, 1987.
Using Figure 2, we can analyse the shape and
behaviour of the demand curve. Harvey had used the same
graph and concluded that a fall in the price of land
would lead to an extension of its demand (the demand
curve slopes downwards), while an increase in the
productivity or an increase in the price of the product
would lead to an increase in demand (the demand curve
moves to the right).
Land bein a fixed factor
If we assume that only capital can be varied in
quantity and land is fixed, the law of diminishing
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marginal returns will apply. The increment in output
will eventually decrease when successive units of
capital are combined with a fixed amount of land. The
cost minimising solution is to employ additional units
up to the point where the value of additional output
ceases to be greater than the cost of employing
additional units of capital. In Figure 3 on the
following page, MRP is the marginal revenue product.
The optimal amount of capital to employ is OX units. We
can extend the theory by substituting capital with a
package of optimally combined variable factors. QYP
will effectively represent the maximum amount of rent
that the user can afford. If the MRP curve shifts
upward as a result of an increase in product price or if
the factor costs (PY) fall, the maximum amount of rent
that the user can afford will increase.
Location and Rental
Value
If land is homengeneous, when the rent for land in
a particular use rises, land for less profitable use
will be surrendered. However, in the real world, land
is unique. Locational difference has a significant
impact on land use and land value especially in urban
area. Land in more favoured locations will absorb the
most profitable use. The profitability of land use
shapes land value.
The special characteristic that gives rise to
demand for any plot of land is location. This is
especially true of urban land. Accessibility is the
term used to describe the varying locational advantages
19
FIGURE 3
THE OPTIMUM COMBINATION OF FACTOR OF PRODUCTION
- ONE FACTOR FIXED
Revenue
Q





Source: Fraser, W.D. Principles of Property
Investment and Pricing. London: Macmillan
Publishers Ltd, 1984.
of land. It is the advantage of a given location in
terms of the movement costs it avoids and the
convenience it affords. For business users of land,
this refers to transport costs and nearness to transport
facilities, employees, customers and service and
subsidiary facilities.
Business users tend to locate in central core as
the general accessibility, the facility of minimising
the time, trouble and cost of getting anywhere, is the
greatest. This is further reinforced by the special
accessbility advantages arising out of economics of
agglomerations, i,.e. external economics of scale.
A German economist, Von Thunen, formulated in 1826
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a model producing a pattern of land use and rent
yielding capacity falling into concentric zones around
the central market. The model suggested that
rent-paying capacity is a function of transport cost
and thus distance from market. Therefore, land uses
that demand easy accessibility to market would be
prepared to bid a higher rent for central location.
This model had been developed to explain observed land
uses and land value patterns in urban areas that
commercial uses usually concentrate in city centres with
residential uses on the outer areas.
Demand, Supply and Office
Rent
The amount of rent that an office tenant is able
to pay is, as can be deduced from above, the surplus
that one can get from operating a business activity that
is appropriate to the property. Therefore, the demand
for the goods and services that are being produced on
the property will bear on the rent paying capability.
In turn, the level of demand for goods and services is
determined by the economy as a whole.
However, rent usually forms a small proportion of
business cost to most office tenants. They normally pay
much less than they can afford as rent. The
profitability of their business is less dependent on the
premises they occupy. Therefore, in seeking to explain
rental values of office property, we have to place more
concern on the supply and demand conditions. It should
be noted in particular that the elasticity of supply and




The demand for rented offices is relatively price
inelastic. There are a number of factors accounting for
this. Firstly, there is limited availability of
substitute. Property differs in location and is
considered to be unique. Secondly, the fact that too
intensive occupation may impair efficiency in the use of
office space limits the scope for the demand to adjust
to price increases by more intensive use of the existing
property. Thirdly, as rent is normally a relatively
small proportion of a firms total cost, it may have to
increase by a very substantial percentage to justify
removal.
The demand of offices for rent is also affected by
the conditions in the market for owner occupation. To
an office user, the choice between purchasing and
renting mainly depends on the comparative cost and
availability of appropriate accommodation. The
comparative costs are basically the cost and
availability of finance for acquisition and future
rental growth expectation.
Supply
There are two elements of supply of rented
accommodation, the supply of existing property being
offered for relet and new property being let for the
first time. The ratio of existing supply to new supply
varies from time to time. The long run supply is a
function of stock. The short run supply varies
independently of- changes in stock because of the
existence of owner occupation interests. The two
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elements of supply are subject to different influences.
The supply of existing property being offered for
relet depends on the amount of vacancy. The vacancy
reflects tenant's expectation for future profitability
of business activity. In times when business
profitability is expected to be increasing, the demand
for office space will increase, the amount of vacancy
and the supply of existing property available for relet
will tend to be low.
The supply of new property for let depends on the
level of new development activity. It is the rising
level of rent and value that induces an increase in the
volume of new development activity and therefore an
increase in new supply after a time lag which represents
the development period. When rents are rising, the
expected profitability of development activity, which is
the difference between the value of completed
development and the total cost of development, will
increase. The time lag before new supply can respond to
changes in demand partly explains the cyclical movement
of rents. The rent will, subject to the economics of
factor combination and institutional constraint,
determine the number of storeys to be built on a given
site.
The supply of both new and existing rented
accommodation are relatively inelastic in the short
run. The supply of new property is inelastic as it
takes time to develop. Moreover, developers tend to
delay leasing until the building nearing completion when
the market is rising and lease early to avoid the risk
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of void at completion when the market is falling. This
would certainly exaggerate rather than dampen any
imbalance of supply and demand. The supply of existing
property for let is relatively inelastic in the short
run as there is no pushing need for existing tenants to
react immediately. Rent usually forms an unimportant
part of business costs to most firms. Most premises are
let on leases fixed for a period of years. This
provides a temporary shield to rent increases. The cost
that has to be incurred in moving also deters the giving
up of an existing lease.
The long run supply of office rented accommodation
is also relatively inelastic though it is more elastic
than in the short run. The elasticity depends on its
proportion in the total stock of office property and the
size of the office stock.
Rent and the Time Period
Combining the supply and demand analysis set out
above, in the momentary period, rent is a pure function
of demand. In the short run, rental is normally a
function of demand as supply is inelastic. In the long
run, supply is more elastic and plays a more important
role in shaping the rental trend. This is illustrated
in Figure 4 on the following page. If demand increases
from Dm to D1, the price would change from OP to
Op1, initially, then to OP2 in the short run and
eventually to OP3 in the long run.
24
FLGURE 4















Quantity demanded and supplied
Note: Sm- supply in the momentary period
Ss- supply in the short run
Sl- supply in the long run
Dm- demand in the momentary period
Dl- new demand
Source Harvey, J. Urban Land Economics, London:
Macmillan Education Ltd, 1987.
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CHAPTER IV
THE HONG KONG OFFICE RENTAL MARKET
In this chapter, we shall outline the physical
constraint on supply- the size of the territory, the
characteristics of the office market, the determinant of
supply and demand, the local development of the major
office districts, the current market conditions and the
techniques used in market analysis.
Hong Kong- The Territory
Hong Kong is located on the south-east coast of
China, adjoining the Guangdong Province. The territory
extends to 1,071 square kilometres. At the end of 1988,
the population was 5.74 Million. The population density
per square kilometers is therefore 5,330. Land is
obviously scarce in Hong Kong. Urban land is even more
scarce. The density in the metropolitan area of Hong
Kong is 21,000 people per square kilometre while that in
the rural area is 1,650 per square kilometre. The
people of Hong Kong have been trying to extend its
territory by reclamation since 1851. These reclaimed
areas are mainly in the urban area within the boundaries
of the Harbour. Figure 5 on the following page shows
the current land usage in Hong Kong.
Hong Kong is-composed of three parts. Two parts
of it totalling 90 square kilometers were ceded
26
FIGURE 5
LAND USAGE IN HONG KONG
a) Proportion of developed land
Developed Lands (12.9%)
Non-tuilt up londs (87.1%)






Government/Community (10.9%) Open Spoce (9.4%)
Source Hong Kong Government, Hones Kong 1989
Hong Kong : Government Publisher.
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to Britain (in 1841 and 1860) and the remaining section,
which measures 981 square kilometers is on lease from
China to Britain expiring on June 30, 1997. Hong Kong is
therefore currently a dependent territory of Britain.
However, on the 1st of July 1997, China will regain
sovereignty over Hong Kong in accordance with the Joint
Declaration signed by the heads of China and Britain in
September 1984. The capitalist system of economic
organisation in Hong Kong will be retained for 50 years
from 1997. Hong Kong is closely linked to China both
culturally and physically. Political developments in
China also have a strong influence on the economy of
Hong Kong.
Characteristics of the Hong Kong Office Market
The population density figures set out in the
above best describes the problem of scarcity of land in
Hong Kong. It is the metropolitan land that is in the
greatest demand.
Land management by Government plays an important
role in the allocation of land. All land in Hong Kong
is held by the Government who sells or grants leasehold
interests. In the past, the most common lease term was
75 years. Since the Joint Declaration, leases are made
for terms expiring not later than June 30, 2047. The
primary objectives of Government policies are to ensure
an adequate supply of land to meet the short and long
term needs of both the private and public sectors, to
optimise the use of land within the institutional
framework to ensure the co-ordinated development of
infrastructure and buildings. The total amount of land
28
TABLE 2
AMOUNT OF GOVERNMENT LAND GRANTED IN
1979 to 1987a











Source: Census and Statistics Department, Monthly
Digest of Statistics, Hong Kong Government, various
issues.
aBreakdown for each type of land use can be
found in Appendix I.
bFirst three quarters only.
granted in the past nine years is shown in Table 2. It
should be noted that the Joint Declaration has limited
the amount of new land to be sold to 50 hectares a year
though the Sino-British Land Commission, which was set
up to discuss issues arising from the implementation of
the agreements on land matters contained in the
Declaration, can increase the limit. Most land
available for private sector commercial development is
sold by public auction or tender.
Besides controlling the supply of new land,
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Government controls redevelopment through the town
planning and building legislation. Under the Town
Planning legislation, statutory plans are prepared which
stipulate the use and density of land. Under the
building legislation, the density and standard of the
buildings are subject to regulation.
Taxation that affects the property market is
limited to property tax which is a tax on ownership for
investment and rates which is a tax on occupation. The
tax rate is very low and is considered to have little
impact on the property market.
Security of tenure of six months is conferred on
all office tenants. This means that if any landlord
would like to evict a tenant, he has to give at least
six months notice despite any contractual provisions.
The major players in the Hong Kong property scene
are investors, lenders, developers, construction
companies, brokers and professionals offering technical
support( See also Appendix IIa for detail listing).
Investors include owner users. Most office users in
Hong Kong do not own their premises which are in the
hands of the owner investor. Table 3 on the following
page shows the purpose for which the offices were
initially built in the years 1976 to 1982. Most owners
tend to also take up the role as property developers.
These include users such as Hong Kong and Shanghai
Banking Corporation, Chartered Bank and investors such
as Hongkong Land Company Limited and New World
Development Company Limited. In recent years, there are
a growing number of overseas investors. According to
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TABLE 3
DISPOSAL TRENDS- SALES, LEASING AND OWNER OCCUPATION
OF OFFICE BUILDINGS 1976 -19821











Source: Rating and Valuation Department, Property
Review, Hong Kong Government, various issues.
1 Data beyond 1982 is not available.
Jones Lang Wootton, investment by overseas investors
accounted for around HK$9 billion in 1987. This is
about half the considerations in sale and acquisition of
whole buildings or sites in the urban areas of Hong Kong
in the year.
Property developers and investors rely on lenders
besides their internal source of finance. Some bigger
companies may be able to raise finance in the stock
market. However, the major source of capital in Hong
Kong is banks. They are prepared to provide mortgage
loan up to 70-80Z of the value of land to back up site
acquisition. During the construction stage, they are
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prepared to advance construction loans up to 100% of
construction cost. The repayment schedule can be drawn
up to meet individual needs. Syndication is a common
practice.
Most property developers have their own
construction arm in the same organisation or in
associated companies. In recent years, some local
construction companies have started to get into joint
ventures with overseas contractors in construction
contracts with the oversea partner providing the finance
and the local firm carrying out the actual
construction. Exchange Square and Pacific Place were
built under similar arrangements.
Brokerage services in the office market includes
those specialised in rental market and investment
market. There is no need to obtain any licence to be a
broker or to operate a brokerage service. It was in the
1980s that the number of brokerage services greatly
increased. The office market is dominated by less than
5 brokerage services.
Technical expertise is available to the finance
and investment group on a fee or salary basis. Most
banks rely on external valuers (appraisers) to provide
value estimates. Only the Hongkong and Shanghai Bank
has an extensive inhouse team of valuers. There are
less than 10 well established valuation firms in Hong
Kong. They were required by its professional body to
set up only partnerships with unlimited personal
liability until 19.87. All of these firms also operate
brokeage services. Other professionals in the property
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market include quantity surveyors who are employed in
the administration of construction contracts and their
certificates are requried to be provided to bank in
the release of construction loans. Architects design
and oversee construction with a team of structural,
mechanical and electrical engineers. Building surveyors
are often employed as in house project managers of the
property developers. Lawyers and insurers offer
protection from loss to owners and lenders. Most owner
investors in Hong Kong also employ their own team of
,managers to look after their properties. The total
number of establishments and persons engaged in the
building, construction and real estates sectors from
1981 to 1986 are shown in Appendix IIb.
Like the world property market, the office market
in Hong Kong is divided into sub-markets. Fixity in
location of property has caused the market to be local
in character without a central market. Advertisements
on availability are mainly found in two quality
newspapers, the South China Morning Post in English and
Sing Tao Jit Pao in Chinese. According to a major land
owner in Central, over 50% of the new lettings in
offices are concluded with an estate agent acting for
either the landlord or tenant.
The buying and selling of property is required by
law to be registered in a public record. However, there
is no such requirement for leases of not more than three
years which is the normal length of office lease in Hong
Kong. Therefore,- information on real estate leasing
transactions are private in nature. There is an
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informal channel for the flow of information between
brokers (in the pub!). This is in fact one of the main
reasons for the growth of brokerage services in recent
years.
The commodity traded in the office market is not
standardised. Offices differ in location and physical
design. Though a three year tenancy is the norm, the
rent free period, the provision of fixtures and
fittings, the decoration standard, the pattern of rent
payment and the standard of management may vary. Very
often, large tenants occupying more than 20,000 square
feet are able to negotiate more favourable terms such as
the freedom to assign, sublet and break.
The office market is highly diffused. There is
high fluctuation in value and number of transaction from
district to district and building to building.
The Hong Kong office market is neither perfect nor
efficient. Information is generally captured and
disseminated rather slowly and the cost is high. Those
who are able to gain the greatest knowledge are able to
gain the greatest advantage in the market.
Offices in Hong Kong are classified into Grade A,
Grade B and Grade C/D. This classification was used in
statistics by the Rating and Valuation Department of
Hong Kong Government in the first place. As the office
market grew in size and the players were searching for
more information, this classification gradually was
accepted generally and began to be used. Today, the
classification is well understood by professionals
though may not have yet reached the general users.
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According to this classification, Grade A offices refer
to well constructed, designed and managed, centrally
air-conditioned premises in suitable locations within
the district. Grade B offices refer to less superior
buildings in good locations or high quality buildings in
secondary locations within the district and with or
without central air-conditioning. Grade C/D offices are
those which are poorer buildings on less attractive
sites within the district. It should be noted that in
determining the grade for a given office building, some
subjective judgement is involved. The classification is
used to classify buildings within a given district. A
Grade A building in district X will not necessarily be
Grade A again if it is put in district Y. For example,
Nam Fung Centre is regarded as a Grade A building in
Tsuen Wan. However, if it were in Central District, its
quality of finishes might have rendered it a Grade B
building only. The composition of the office stock by
this classification is listed in Table 4 below.
TABLE 4
COMPOSITION OF THE OFFICE STOCK
Stock at the year end of 1987





Source: Rating and Valuation ueparcmenL, Property
Review, Hong Kong Government, various issues.
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In 1975, only 62% of the newly built office
building were centrally air-conditioned. In 1987, this
increased to virtually 100%. The older stock is
becoming obsolete and tenants naturally have tendency to
look for new developments.
In the established office districts, the intensity
of office development is a function of density control
legislation. The economic development of Hong Kong in
recent years has rendered any calculation on factor
combination unnecessary as cost of land is high compared
with cost of capital and labour. For example, in the
case of a recently auctioned Government site in Wanchai,
Inland Lot No 8643, land cost is estimated to be 52% of
the total development cost while cost of construction
and finance cost accounts for 23% and 25% respectively.
According to a survey of tenants in Bond Centre in
Queensway carried out by First Pacific Davies Ltd, a
local property consultant, in September 1988, rental
costs forms at least 20-30% of total business operating
cost. The results are shown in Table 6. The residual
concept of rental value is therefore unlikely to explain
fully the change in rental value.
On the supply side, the normal profit for a
developer for undertaking a development from site
acquisition to completion of the building is 15-20% of
the value of the completed building depending on the
competition. The total development period of an average
plot of 20,000 square feet which is about the smallest
size to support a.decent building is two to three years.
The growth of office development in a given
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TABLE 5
PROPORTION OF OVERALL OPERATING COSTS
REPRESENTED BY RENTAL PAYMENTS TO
BOND CENTRE TENANTS IN SEPTEMBER 1988
Proportion
in overall Percentage of tenant






Source: First Pacific Davies Ltd, Bond Centre
Survey, September 1988.
district in Hong Kong is primarily a function of
location and transportation. The completion of the
initial system and Tsuen Wan Extension of the mass
transit railway in 1980 and 1982 triggered off the first
decentralisation by improving the general
accessibility. Nam Fung Centre in Tsuen Wan was a
typical product of decentralisation. This had been
reversed in 1984 due to the downturn of the property
market. However, the improving infrastructure forms the
necessary condition for decentralisation.
The average annual addition to the office stock
for 1980- 1988 is 8%. Therefore, the stock is the
major source of supply at any point of time.
The Determinants of Supply of Offices for Rent
The supply of offices for rent in any point of
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time is comprised of two parts. Firstly, it is the
newly completed offices that are offered for rent
instead of purchase. Secondly, it is the existing
offices that have become vacant and available to let.
The amount of newly completed offices in a given
year depends on the market expectation a few years ago.
The supply of new land for office development is mainly
a function of Government planning. The majority of new
land now available is from reclamation which was
undertaken by Government. Redevelopment of existing
property occurs when the land value exceeds the existing
building value. As land value is in fact the residual
of the value of new building deducting the cost of
development, it is very likely that when land value
increases, existing building value also increases. This
has the effect of extending the economic life of the
building. In Hong Kong, redevelopment of an office
building is considered worthwhile in most cases only
when the site is substantially underdeveloped in terms
of what density is permitted under the legislation.
Most buildings are either in fragmented ownership or
tenancies. Therefore, even when the market is
favourable, the presence of occupants often makes the
implementation of redevelopment plans impossible. In
the last boom in 1981, there were a few office buildings
planned to be re-developed. When they were vacated
finally, the market went down and the owner had to
re-let it to other tenants and wait for the next boom.
One of these buildings is Entertainment Building in
Central.
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The amount of existing office space that is
available for fresh letting depends on how much space is
given up by existing tenants or existing
owner-occupiers. These, in turn, depend on, amongst
other factors, the buy or lease decisions of users, the
density of office occupation and the frequency of lease
renewal.
Generally speaking, the factors that can influence
the supply of office property for rent are mainly those
that affect development decisions. They are vacancy
factor and current inventory level, interest rates on
construction loan, availability of permanent finance,
cost of construction, availability of land and land
prices. These factors affect both the developer's
incentive to build and the decision to lease or sell. A
low vacancy rate with higher rents would encourage
construction. A high rate would mean producer
vulnerability to decline in effective demand. Though
the market may change during the construction period,
the Hong Kong office market sees more commencement when
the vacancy rate is low with a time lag of two years.
When the interest rate on construction loans is
rapidly increasing, developers are hesitant to start new
projects and eventually supply is diminished as the cost
is rising.
Permanent financing is the long term loan to pay
off a construction loan or finance an acquisition. As
far as the developer is concerned, this can be arranged
with the same bank which provided the construction loan
but usually at a higher cost. The cost and availability
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of this long term loan will affect the developer's
calculation when deciding on commencement of
development. The availability of such a loan to finance
owner-user and owner-investor acquisitions affect the
supply in two dimensions. When credit is easily
available to owner users at lower cost compared with
rent, users may give up their lease and opt for
purchase. Major banks in Hong Kong such as the
Citibank, the Hong Kong and Shanghai Bank, the Hang Seng
Bank and the Chartered Bank do own many of their
offices. When owner-investors find that they can make a
profit by acquisition and reletting from the difference
in the rental and cost of finance, they may buy
buildings planned for sale and put them in rental
market. The acquisition of Bond Centre is an example.
The cost of construction forms about 20% of
development cost depending on the cost of the land. All
of the building materials are imported. The suppliers
are mainly from China, Japan, Britain and Taiwan. The
exchange rate of the Hong Kong Dollar therefore bears on
construction cost. In 1988, construction costs for high
quality office building increased by more than 20% as a
result of weak local currency. The cost of labour had
also increased sharply in 1988 as there was a shortage
of labour. This has a. profound effect on the total
costs as it results in a delay in completion. The
cashflow and the overall viability of development
projects would be affected. Generally, the office
market is mostly affected compared with other sectors as
its quality of finishes requires better trained labour
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and more supervision.
The factors discussed so far only affect the
development decision by less than 50% in aggregate which
represents their weighting in the development cost in
Hong Kong. The major expenditure is in fact the land
value. It may be as high as 80% as in the case of
Exchange Square. The cost and availability of land for
office development plays the dominant role in
determining the supply of rented accommodation.
Determinants of the Demand of Office Property for Rent in
Hong Kong
The demand for offices depends on the demand for
services which the occupiers provide. Broadly speaking,
the demand for such services depends on the continued
expansion of China's trade and of Hong Kong's entrepot
role, the maintenance of low rates of tax, an efficient
administration and an internationally acceptable legal
system, the adherence by China to its modernisation
programme, thus maintaining Hong Kong's usefulness to
China, the economy of the industrialised countries
particularly the United States and the growth of world
trade and output. These factors are reflected in the
Gross Domestic Product of Hong Kong.
The demand for offices of owner-users for rent
versus purchase would depend on expectation of future
level of price and rent, the availability and cost of
long term finance, the availability of appropriate
accommodation and the degree of flexibility required
with respect to the accommodation.
Tenants tend to rent if they expect future prices
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to be higher. The ease of long term finance would
generally encourage purchasing. Of course, there may be
a trade off between financing business expansion and the
office premises. Renting office accommodation will
offer a higher degree of flexibility when the business
expands or contracts.
In determining the demand of a specific building,
importance has been attached to factors such as
location, rental level, building design, and
management. According to the survey of Bond Centre
tenants carried out in September 1988 by First Pacific
Davies Ltd, 98% of tenants stated that location was the
most important consideration subject to budget
constraint. The majority of tenants in Bond Centre is
made up companies such as computer and consultancy firms.
According to a major land owner in Central, about
60% of their tenants are in the banking, trading and
financial services sector. By nationality, 30% of the
tenants are Hong Kong, 25% are American and 16% are
British.
The Development of Major Office Districts
In 1970, the total office stock was 7.9 million
square feet. The estimated stock of office space up to
year end of 1988 was 50.364 million square feet of which
about 50% was Grade A. More than 85% of the Grade A
stock is in the office districts of Central, Wanchai,
Causeway Bay and Tsimshatsui. The distribution of Grade




DISTRIBUTION OF GRADE A OFFICE STOCK IN THE MAJOR
OFFICE DISTRICTS AT THE YEAR END OF 1987






Source: Rating and Valuation Department, Property
Review 1988, Hong Kong Government.
During the years 1980 to 1988, the stock of Grade
A space in these major districts grew by 11.5% per
annum. The growth rate within these districts is set
out on the table below:
TABLE 7
AVERAGE GROWTH RATE OF GRADE A OFFICE STOCK
IN 1980 TO 1988





11%Four districts in aggragate
8%All districts
Source: Rating and Valuation lieparLmenL, rLOYCILy
Review, Hong Kong Government and Jones Lang Wootton Ltd.
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The Central District has traditionally been the
chosen location of the major hongs, the banks and
financial institutions, major international companies,
central Government offices and the major professional
services for its ease of access. The other contributing
factor has been the size of landholding in single
ownership and thus the standard of management. This has
enabled the development of modern office buildings with
large floors to meet the requirements of prime office
tenants. The supply of new land within the Central
Core has always been very limited. The expansion of the
business centre to the Central Fringe was brought about
by the massive supply of land from Government. It is
anticipated that in the coming years, the major
expansion has to be in the west of the Central Core as
there shall be no land supply in the east.
Wanchai and Causeway Bay are favoured by
professionals, small service companies as well as some
multinationals and big trading companies seeking to
avoid high central rents. Causeway Bay is also a major
shopping area. The rents in these districts are about
60% of Central. Both districts have relatively good
accessibility.
Tsimshatsui is the office centre of the textile
and garment manufacturing industries. It is accessible
to the factories and conveniently located near to the
hotels where overseas buyers are able to stay.
Import-export companies, particularly those doing China
business, and sub-offices of banks and Government are
also the major tenants.
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The focus of future expansion of office districts
will still depend on Government planning. It is very
likely that further reclamation will be undertaken in
the Central and Wanchai area.
Current Market Conditions of the Rented Office
and Techniques in Market Analysis
Rental levels in the office market as a whole are
moving up with record levels being achieved in all
districts. Tenants are actively seeking expansion. New
developments are taken up within days of commencement of
marketing. Preleasing of developments in the pipeline
has achieved highly satisfactory results.
Grade. A offices in Central are virtually fully let
with only 1% vacancy in the Core and 1% in the Fringe.
New developments in Wanchai/Causeway Bay are being let
at very high rents with less than 1% vacancy. The
vacancy at Tsimshatsui is higher at 5% as there is a new
building available in the market. The projected supply
and demand situation in 1989 to 1993 is tabulated in
Appendix III.
In their book 'Real Estate Principles and
Practices', A. Ring and J. Dasso defined real estate
market analysis as a study to predict changes in the
amount and types of real estate facilities needed in an
area. They are of the opinion that real estate market
analysis is in the early stages of development and much
judgement will be required of the analyst and the
decision market. It is felt that this comment is
equally applicable to Hong Kong.
The common approach in Hong Kong is a
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supply-demand analysis. Future supply is estimated from
statistics on building plans approval and buildings with
consent to commence work. Supply for the coming three
to five years can be projected with a reasonable degree
of accuracy. Supply beyond this time frame can be
guestimated from Government land supply plans and
redevelopment proposals. The data can then be refined
in the light of disposal and decentralisation trends and
the general state of economy to arrive at the supply of
offices and the degree of competition.
In determining the demand, a range of business and
economic indicators are usually examined. In an office
space survey undertaken by Jones Lang Wootton in June
1983, the analysis of demand contained an exploratory
statement on trends in demand-related employment,
vacancy and take-up, rental trends, changes in annual
GDP growth in real terms, trends in the choice of
location and trends in the average floor space per
employee. The forecast of future requirement was based
on a survey of 150 firms in the financial and business
services sector employing 10% of Central work force.
The companies were asked about their current average
floor space per employee, choice of tenure, choice of
location and anticipated changes of the choice of
location, reasons for future property needs and the
space requirements for the next 5 years. The future
space requirement was compared with current usage to
arrive at the changes in demand in the 5 year period
under survey for each sector of business.
In the 'Review of the Hong Kong Office Sector' by
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the First Pacific Davies Ltd in May 1988, the following
factors have been examined to project the demand: the
gross domestic product, the domestic exports and
re-exports, the number of registered companies, the size
of the financial and service sector, the relationship
between take-up of floor space and size of workforce,
interest rates and inflation and yields. However, no
quantitative relationship between demand and these
factors were established. The projected demand followed
a historically upward sloping, cyclical trend with a
high, medium or constant and low growth scenario.
Labour supply and office supply were put forward as the
critical factors determining which scenario is most
probable but no specific conclusions were drawn.
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CHAPTER V
PROJECTION OF OFFICE RENT IN HONG KONG
- EXPERTS' OPINION
In this Chapter, we will present the findings of
our interviews with experienced market players on their
opinion in the projection of office rent in Hong Kong.
Source of Data
A panel of experienced market players were
interviewed in January to March 1989 to gauge their
opinion in the projection of office rent. The
interviewees are selected from the membership list of
the Hong Kong Institute of Surveyors and Society of Hong
Kong Real Estate Administrators on recommendation of the
past chairman of the Junior Organisation of the Hong
Kong Institute of Surveyors. A total of eight personal
interviews were carried out. Each of the interviewees
has at least eight years of working experience in the
property market. The characteristics of the
interviewees are summarised in Table 8 on the following
page.
The interviews were conducted using
semi-structured questionnaires. The interviewees were
asked three group of questions, viz, to state the
determinants of supply, the determinants of demand and
the method of projecting rent.
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TABLE 8
CHARACTERISTICS OF SUBJECT INTERVIEWEES
Characteristics Number











The determinants of supply of offices for rent
suggested and agreed by all included the availability of
land and the market expectation on interest rate,
vacancy rate and future level of rent. They stressed
the amount of new addition to the stock.
To quantify the supply, they all suggested the
method of quantifying the amount of new spaces that were
being constructed- as it was very difficult to quantify
the amount of existing spaces that were available for
reletting. The major source of information was
Government statistics supplemented by site inspections
and enquiries to owners and developers.
While no one disputed the usefulness of a schedule
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of projected supply, only two interviewees were equipped
with their own schedules. Others found it too time
consuming to prepare one. Moreover, the players were
reluctant to share their own schedule with others.
On the demand side, they basically concurred that
the economy and the size of the service sector in the
economy are the major determinants. One of the
interviewees who is the property manager of a major
office tenant also stressed the relative rental levels
of Asian cities and Tokyo, the transportation and
communication infrastructure and the availability of
appropriate expertise in Hong Kong.
Only one of the interviewees had systematically
drawn up projected schedules of demand and vacancy
rates. They projected for the next 5 years. However,
their method of projection of rent remains to be a
matter of judgement.
Seven of the interviewees indicated that they
would also refer to past rental trends informing their
opinion. The one who indicated disagreement rejected
the applicability of the concept of a property cycle.
He was of the opinion that today's governments were able
to even out economic cycles which was the fundamental
cause of property cycles.
When asked what. they would do if they were
required to quantify demand, one suggested to find out
the contribution of major office users to the economy,
quantify the future likely changes and relate it to the
demand. Others preferred to rely on judgement based on
past trends.
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vn the question of what methods were employed in
the projection of rent, it was found that no statistical
models were in use. All interviewees said they depended
very much on 'market sense' which was really their
experience in the market. They all agreed that
schedules of projected supply and demand would form very
good background information though they all doubted the
accuracy of the projected supply beyond two to three
years and the projected demand as a whole.
When asked to give their opinion on the
development of a model for the projection of office
rent, they all pointed out that as supply was relatively
inelastic, demand played the dominant role in
determining the rent. They had suggested a list of
economic indicators that they thought should be included
in a model that was built to project office rent. These
are listed in Table 9 on the following page.
It appears from the findings that the methods used
in projecting office rent is not scientific and depends
very much on individual experience and judgement. The
flow of information in this respect between the players
was nearly non-existent. Nevertheless, they basically
concurred on the fundamental factors that determined
supply and demand and on the list of economic indicators




RECOMMENDED LIST OF ECONOMIC INDTCATIRS
Economic Indicators Number of interviewees
in agreement




Growth of the Office
Sector in the Economy 5
Growth of office employment 4
Finance Cost 4
Comparative Occupational Cost
of Asian Cities 1
Influence of China Policy
on the Local Economy 1
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CHAPTER VI
PROJECTION OF OFFICE RENT IN HONG KONG
- A QUANTITATIVE ANALYSIS
In this chapter, we shall review previous studies
on the subject and present the model that we have built
upon the findings from the previous chapters.
A review of Previous Related Studies
W. Fraser was of the opinion that correlation
.11
existed between changes in rental growth and the market
balance which was the balance between take up and
additional supply. The conclusion the author drew was
'rental growth trends closely mirror changes in market
balance, but with a time lag of over six months- the
period required for changes to become apparent to the
market.' He also illustrated that there was a close
relationship between office rental growth and Gross
Domestic Product as a measure of economic activity in
the United Kingdom. The pictures are shown in Appendix
5.
In 'A review of the Hong Kong office sector'
written by First Pacific Davies Ltd in May 1988, they
concluded that there was no clear relationship between
any of the economic indicators and the amount of
absorption of office space. They tested the relationship
between each of the economic indicators and absorption
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by application of univariate regression models. The
list of economic indicators were GDP growth, domestic
exports and re-exports, the growth in company
registrations, the expansion of the financial and
business services sector, the availability and rental
levels of office space, the competitiveness of other
regional capitals and the availability of skilled labour.
In a research report by H.M. Chow and J.S. Lail,
the authors established with empirical evidence that
there was a statistically significant relationship
between changes in office rentals and vacancy rate in
Hong Kong. They studied the Central, Wanchai and Tsim
Sha Tsui office market separately, representing each
with a regression equation and estimated the natural
vacancy rate, the rate at which there was neither excess
demand nor excess supply with rental at its long-run
equilibrium, for each district. It should be noted that
even at its long run equilibrium, there is a certain
amount of vacancy in the property market' to facilitate
the search processes of landlords and tenants.
Hypothetical relationship
From Chapter III, office rental was a function of
the surplus from operating a business in an office
premises and the interaction of supply and demand. The
review of the Hong Kong office market in Chapter IV
provided evidence in support of the theories. The group
of experienced market players that we have interviewed in
Chapter V provided further insight to the problem.
H.M. Chow and J. S. Lai, A study of the commercial
office market in Hong Kong, May 1985.
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Since the amount of business profit has a direct
relationship with the general economic activity and
reflects, assuming an efficient market, in the stock
price. The interaction of supply and demand can be
captured in the amount of vacancy at any point of time.
Summing up the above, we can say that:
R= f (E, S, V)
where R= office rent
E= general economic activity
S= stock price
V= vacancy rate
We have confined our study to prime office rent
because of ease of data collection. Moreover, we are of
the opinion that if one could project the prime office
rent, one could use it as a milestone and assess the
rents of other offices by adjusting for the comparative
advantages or disadvantages. The Gross Domestic Product
and inflation rate are used to indicate the level of
general economic activity. The average value of a Hong
Kong stock market index was used as a proxy for stock
prices. The vacancy rate of prime offices was obtained
by deducting the natural rate of vacancy from actual
vacancy. By using the software package SPSS/PC+, we
built various linear equations incorporating all or some
of the indicators mentioned above deliberately with a
view to finding out one that best explained prime office
rent. The equation that we would like to recommened is
set out on the following page.
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where: x 1 is the prime office rent defined a
the average monthly payment for the
occupation of a square foot of Grade 2
office space in the centre of Centra:
Business District of Hong Kong in a gives
year.
x2 is the average value of Hang Send
Index in the year. Hang Seng index is ar
index of the Hong Kong Stock Market
published by the Hang Seng Bank based on
33 leading stocks selected on the basis of
their capitalisation and market stature.
x3 is the inflation rate as represented
by the growth of the Consumer Price Index
(A) in the year. The Consumer Price Index
(A) is a measure of the percentage change
over time in the cost of a constant basket
of goods and services purchased by 50% of
the households in Hong Kong.
x4 is the Gross Domestic Product at
constant price a measure of general
economic activity in the year.
: x5 is the vacancy rate of prime office
space in the year end adjusted by
deducting from it the natural vacancy rate.
Data on the variables x2, x3 and x4 were
obtained from Government statistical publications. Data
on x1 and x5 were obtained from Jones Lang Wootton,
a property consultant firm and Rating Valuation
x1 = a + b2x2 + b3x3 + b4x4 + b5x5
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Department of Hong Kong Government. The natural vacancy
rate was based on the findings of the research report by
H.M. Chow and J.S. Lai. The period of analysis is 1970
to 1987. We are unable to analyse up to 1988 as some
data are not available. The data that we have used are
plotted in Appendix 6.
Result of Analysis





















Since the value of R Square is 0.97384, this
indicates that the regression equation explains 97.4% of
the total variation in the dependent variable.
The Dublin-Watson test gives a value of 2.33381
which shows no positive auto-correlation is present.
The F-statistic well exceeds the critical F value
of 3.18 at the 5% level of significance.
The T test value for each of the co-efficient is
very high indicating that there is a very high
probability of correlation of the independent variable
with the dependent variable in each case.
The result of our study shows that the stock index
and GDP are the major factors that explained prime
office rent. This is in accordance with classical
theories of rent and is within our expectation. The
inflation rate is doing a fine tuning job. However, we
do not expect that the vacancy rate carries such a minor
weight. The explanation that we can offer is that the
time frame that we have studied is in fact an era of
expansion of the tertiary sector of the economy in Hong
Kong. Therefore, the economic performance carries more
weight in explaining office rent. Moreover, Government
has been planning ahead to supply land for office
development. Accute imbalance of supply and demand has
thus never occured. It is also worth noting that the
coefficient of vacancy rate is positive indicating that
it moves in the same direction as prime office rent. As
we have used the vacancy rate in the year end to project
the prime office, rent in the same year, one possible
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reason is that when rent is high, demand will be
adjusted downwards and therefore vacancy rate will move
up.
Limitations
While the regression model developed successfully
explains the variation of prime office rent, it has the
following limitations. The model was only tested with
yearly data. Moreover, one of the prerequisites for the
use of the model is the availability of the required
economic indicators. Therefore, it requires the
estimation of the value of the economic indicators
though it is believed that this is more readily
available.
Finally, we have built our single-equation model
using vacancy rate as the sole indicator of the
interaction of supply and demand. This may have




In this chapter, we shall firstly summarise the
findings of our research and then draw conclusions and
recommendations from them.
1) The theories on the determination of rent
developed on the basic assumptions that land resources
were fixed in supply, involved no cost of creation,
homogeneous, immobile and indestructable.
2) The real property market where land resources
including offices are traded is imperfect and
disaggregated. Moreover, the commodity traded in the
market is never a standardised product. The market,
despite its imperfections, allocates property resources
between competing uses and establishes land use patterns
and values, subject to the constraints of the
geographical and institutional framework. In Hong Kong,
Government is the major landowner. Government policy
therefore plays an important role in the allocation of
land though legislative control on the use of land and
taxation on property is low.
3) As land resources are relatively fixed in supply,
any payment for their use is in the nature of economic
rent. Moreover, office rent is also a function of the
surplus that a user can get from operating a business in
the office that he occupies. As offices are also
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demanded as a factor of production, the principles that
affect factor combination equally apply to offices and
shape their demand and value. As the elasticity of
supply of offices varies over time, the effect of any
change in the demand on rent will depend on the time
period.
4) Office rents in Hong Kong formed about 20% to 302
of operating costs to most office tenants. Therefore,
the concept of rental as a surplus is unlikely to fully
explain the variation in office rent.
5) The net addition to the Hong Kong office stock is
8% per annum. The major source of supply at any point
of time is the stock.
6) The determinants of supply of offices for rent in
Hong Kong are availability of land, the availability and
cost of finance and market expectation on future vacancy
rate and rent.
7) The determinants of demand of office for rent are
the state of the economy, the availability and cost of
finance for owner-users, the degree of flexibility
required with respect to the business accommodation and
the expectation of future level of price and rent.
8) The office stock are concentrated in four
districts each favoured by a different group of users.
The best location is the Central District. At present,
the vacancy rate of office stock is very low in all
districts leading to high office rents.
9) The common approach in office market analysis is a
supply-demand analysis. There is no publicly available
report on projection of office rent.
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10) The experienced market players were fairly
consistent in their views on the determinants of supply
and demand. They also suggested a list of variables
that they considered to be able to explain office rent.
11) Based on the above, a model has been drawn up to
project prime office rent. The model was able to
explain the level of prime office rent in the past 18
years.
12) In the circumstances, we are able to recommend the
model that we developed to decision makers who are
required to project future levels of property rent and
prices. The model can provide a direct answer to future
prime office rent and provide guidance for the
projection of rents and prices of other properties.
13) We suggest that decision makers to carry out a
sensitivity analysis and map out the behaviour of prime
office rents under different sets of assumptions on the
economy. This would enable the decision maker to obtain
a better understanding of the envior`nment and the
inherent risk.
14) Although the model is able to explain the level of
prime office rent in the past, we have some reservations
on its projection power. The factors that have
determined the past levels of supply and demand may
change. Hong Kong is going to be reverted to China.
This poses a question mark on the future political and
economic systems. We are of the opinion that the
property market players will behave differently. To the
extreme, the group of active market players may be
rnra11v different. Risk-seekers may come in replacing
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the risk-aversers. To maintain the validity of the
model, it is therefore necessary to constantly monitor
the real world situation and revise it accordingly.
15) We note in the course of carrying out this study
that there are very few researches and textbooks on the
Hong Kong property market. We consider that market
players should instigate more research in future.
16) The flow of information among the market players
is slow and incomplete. We would recommend them to have
more frequent contacts so that they can obtain up to
date information.
17) Finally, it is interesting to note that a property
consultant who we had contacted in the course of this
study has already approached us for the results of this
study. We are willing to share our experience with them
and hope that our work will contribute to improve the




OtherPublic Utilities/Commercial/ TotalSub-TotalUsesInstitutional UsesResidentialResidentialCommercialIndustrial
57,5945,33414,16215,28922,809Urban 19 Ha0,000 63,5911979 Public Auction/Tender 12,98426,60069313,314N.T. 68.89019.6335,20644,051Letter A/B Tender
284, 68621,375115,526109,380 50 Ha38,405UrbanPrivate Treaty Grant 211,52120,07027,06514, 386150,000N.T.
69 Ha686,28256,779142, 591170,54547,095693268,579Total
362,68552,483192,35619,9491,86196,036Urban 66 Ha1980 Public Auction/Tender 60,30632,85317,5518009,102N.T. 238,420158,66528,22051,535Letter All Tender
207,42575,45272,99336,00022,980Urban 31 HaPrivate Treaty Grant 103,1815,25082,79112,4102.730N.T.
97 Ha972,017133,185155,784432,28465.7202,661182,383Total
280,4684, 269182,9664,35888,875Urban1981 Public Auction/Tender 76 Ha375,653124, 602192,15420,56438,333N.T. 107,71533,90044,9704,27024,575Letter A/B Tender
162,36316,70066,23479,429UrbanPrivate Treaty Grant 14 0 Ha1,239,750323,53576,685162,930676,600N.T.
216 Ha2,165,949469,106142,919651,37969,8924,270828,383Total
191,641144,42015,6992,48929,033Urban1982 Public Auction/Tender 44 Ha180,55019,79572,6962,6251,95683,478N.T. 70.4 9135,74531,5363,210Letter A/B Tender
312,101218,71839,38344, 00010,000UrbanPrivate Treaty Grant 57 Ha261,08243,522 59,330158.230N.T.
101 Ha1,015,865297,843455,091 82,90549,860125,721Total 4 ,445
32,081)9128,0291,14810,706Urbar 11,2861983 Public Auction/Tender 59 Ha411,190 507,035)17,532 46,501N.T. 7,405 24,407
12 LQn 52,037)5,21929,3235,005Letter A/B Tender
238,44116,7003,053 101,311UrbanPrivate Treaty Grant 16,980 36 Hs2,097 121,87984,150 35,632N.T.
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OtherPublic Utilities/Commercial/ TotalSub-TotalUsesInstitutional UsesResidentialResidentialCommercialIndustrial
36,4963,52813,5129.4 3310,023Urban1984 Public Auction/Tender 18 Ha78, 06470828,22612,658N.T. 36,472 65,83533,23932,596Letter A/B Tender
1-3,687 391,90421,480326,558179UrbanPrivate Treaty Grant 71 Ha321,4431,681273,33346,429N.T.
89 Ha49,604 893,742294,813434,45258,7669,4334 6, 674Total
66,342)47,468 9,8553,429Urban 5,590198, Public Auction/Tender
25 Ha163,929)1,42510,050 136,420N.T. 16,034
)17,58017,580Letter A/B Tende:
357,39451,954 187,800117,640UrbanPrivate Treaty Grant 197 Ha1,611,29998,454 1,382,615130,230N.T.
222 Ha411,725 2,216,5414150,408 1,571,84021,624 57,5183,429Total
18,611 83,961 117,467Urban 4, 020 10,8751986 Public Auction/Tender
4,574 29 HaN.T. 6,591 74,01723,775 15,627 23,450
28,776Letter A/B Tender 1,685 65,575 96,036
UrbanPrivate Treaty Grant 87,98213,588 52,797 21, 597 31 HaN.T. 34, 650 221,05418,76C 167,644
Total 29,480 26,502 221,224 71,55751,961 60 Ha195,832 596,556
Urban1987 Public Auction/Tender 12, 744 4,9172,098 18,938 22,280 60,977)
N.T. 21,469 315 95,351 25 Ha938 118,073)
Letter A/B Tender 35,745 32,889 68,634
Private Treaty Grant Urban 20,9414 36,44() 57,384
41 HaN.T. 96,608 37,106 219,637 353,351
Total 34,213 40,9772,098 264,730 73,546 658,419242,855 66 Ha
1988 1 Public Auction/Tender Urban 9,185 2,110 11,295)
N.T.(3 Qtrs) 24,999 52,878 318,%4 146 Ha396,821)Letter A/B Tender 21,798 28, 144 49,942)
Private Treaty Grant Urban 387 65,061 39,795 36,085 141, 328N.T. 2 9 Ha129,723 20,638 150,361
Total 34,571 23,908 275,806 60,433 355,029 749,747 75I la
contd. ./3
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DISPOSALSOF CROWNLAND, 1979 19SB Area in m-)
NOTES
C1) From Annex III of the Joint Agreement
Para. 3- New leases of land may be granted by the britiah Hong Kong vovernmenc or terms ex irin IIVL L1LCL L1011 J%ILL1 .+uaac,..
Para. 4- The total amount of new land to be granted shall be limited to 50 hectares a year (excluding land to be granted to the Hong
KongHousing Authority for public rental housing).
Para. 7(c)- The Land Commission is to consider and decide on proposals from the British Hong Kong Government for increasing the limit
referred to in para. 4 (i.e. the limit of 50 ha.).
(2) The figures in the table above do not include land granted to the HongKongHousing Authority ror puoiic rencai nousing.
(3) From Jan 1987, a new series of 'Private Treaty Grant' statistics on 'Agreement' basis, i.e., on acceptance by the grantee, has been adopted. The olc
series was on 'Approval' basis, i.e., on approval by the Executive Council. The figures shownin the table above are on the old basis except foi





29 Ha74,0176,5914,574 23,4 5015,627N.T. 23,775
96,03665,57528,7761,685Letter A/B Tender
83,61967,42S 11,7391,057 3,394UrbanPrivate Treaty Grant 16 Ha78,66040,619 1,46136,580NT
108,048 19,791 449,799) 45 Ha30,537 26,502 51,961 212,960Total
EY/rc
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APPENDIX 2
PROPERTY MARKET PLAYERS IN HONG KONG
a) TYPES OF PROPERTY MARKET PLAYERS BY SPECIALIZATIONS
IN HONG KONG





b. Lender investment (primarily mortgage lending)
c. Leasehold investment
2. Property developers (specialized decision makers
and risk takers)
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b) NO. OF ESTABLISHMENTS AND PERSONS ENGAGED IN THE






Bldg. Civil 1981 4,905 114, 797
Engineering 1982 5,396 106, 711
Construction 1983 5,870 96,639
Sector 1984 6, 779 98,166
1985 7,321 97, 148
1986 8,570 110, 044
Real Estate N/A1981 N/A
development, N/A N/A1982
2,838leasing, 1983 26, 363
1984 3,285 24,762brokerage and
28,913maintenance 1985 3,652





4 86 7, 9851984engineering
9,2705751985services
10,2716131986
Source: Census Statistics Department, Hong Kong
Government, Monthly Digest of Statistics,
various issues.
Note 1: Trade classification are listed on the
following page.
2: Statistics for real estate development





Trade classification for building and civil engineering construction sector
1 New construction works- Pre-erection works at building and construction
sites
Site formation and clearance- as main contractor
Site formation and clearance- as sub-contractor
Piling and related foundation works- as main contractor
Piling and related foundation works- as sub-contractor
Combination of preceding activities- as main contractor
Combination of preceding activities- as sub-contractor
2 New construction works- Architectural and civil engineering works at
building and construction sites
Erection of architectural superstructures- as main contractor
Erection of architectural superstructures- as sub-contractor
Civil engineering construction- as main contractor
Civil engineering construction- as sub-contractor
Combination of preceding activities- as main contractor
Combination of preceding activities- as sub-contractor
Pre-erection construction and erection of architectural
superstructures/civil engineering construction- as main
contractor
3 New construction works- Demolition and minor construction works
Site investigation
Demolition
Structural alteration and addition works
Erection of minor architectural superstructures
(including village-type houses not arranged as an estate)
Erection of temporary structures
Miscellaneous `civil- engineering works
Combination of preceding activities
4 Renovation and maintenance at erected buildings and structures
Interior fitting, decoration and repairs
Exterior renovation and repairs
Combination of preceding activities
5 Special trades- Erection and- general finishing
Excavation
Concrete work





Roofing and water proot iug
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brick laying/tile setting/platering





6 Special trades- Electrical and mechanical fitting
Electrical wiring and fitting
Electrical fitting with water plumbing
Lift-escalator installation and maintenance
Air-conditioning/ventilation system installation and maintenance
Fire alarm and fighting equipment installation and maintenance
Burglar alarm/intercommunication system installation and maintenance
Other electrical/mechanical equipment installation and maintenance
Combination of preceding activities
7 Special trades- Gas and water fitting
Water plumbing/drain laying
Water well drilling
Gas fitting installation and maintenance
Combination of preceding activities
8 Special trades- Other fitting
Carpeting and wall papering
Ornamentation fitting
9 Special trades- Not elsewhere classified
Fencing, railing and related metal structure inscallaLion
Other trades
Trade classification for real estate development, leasing, brokerage and
maintenance management services
1 Real estate development
2 Real estate development with leasing
3 Real estate leasing
4 Real estate maintenance management
5 Real estate brokerage and agency
Trade classification for architectural, surveying and project engineering services
I Architectural design
2 Construction and real estate surveying and consultanc
3 Structural engineering
4 Building services engineering
5 Civil and geotechnical engineering
7 Architectural design and structural engineering
8 Combination of preceding services
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ALLFIGURESIN NETSQUAREFEET, MILLION As at 31st December, 1988HONGKONGGRADEA OFFICE MARKET
TotalCore CentralFringe CentralWanchai/CausewayBayTsimahatsui
A. 66 3%0.01 oz0.62 15%1%0.090.04 1% 4.011987 Vacancy TF.IT8.008.22T.TrYear-end Stock
:2.32(0.66(0.4 8(0.11)(0.4 7(Average Takeup1983-7
2.670.330.690.321.331988 Total Supply 2.980.291.260.401.03Takeup










2.041.19NILNIL 0.85Total 2.201.060. 040.800.30Takeup
0.29 1%10.18 2T0.01 0%1%0.060.04Vacancy




0.04(D) Pacific Place I






1.79Takeup 0.310.03 0.96 0.49
1% 0.40.13 lyVacanc 0.20 2% 0.130.01 ox ff
31.869.59Year-end Stock 6.4 7 10.49 5.31
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Page 2HONGKONGGRADEA OFFICE MARKET
TotalCure CentralFringe CentralWanchai/CausewayBayTo imshataui
B/F 1990
0. 77 10.13 1X0.13 2%1 0.20 2%F 0.01 0%Vacancy 31.869.5910.49 5.316.47Year-end Stock
1991 Supply
o.27(H), 9 Ice HouseStreet
0.60(D) Hopewell Centre II
0.31(D) 92-108 Gloucester Rd
0.05(U) 471-483 Lockhart Rd
0.18(L) 134-143 Gloucester Rd
0.16(L) 51-57 Gloucester Rd
0.06(L) Jubilee CommBldg. I
0.26(H) Parklane Sq. II
(D) WingOn MansionsSite 0.11
NILTotal 0.37 0.27 1.981.34
2.21Takeup 0.36 0.101.45 0.30
Vacancy 7.02 oz 0.09 lz 0.03 0.24 iz1% o.10 1%
6.84Year-end Stock 11.83 5.31 9.86 33.84
1992 Supply
(L) Entertainment Building 0.14(P) Shell Hse/KayamallyBldg. 0.15(L) YunPing Rd 0.4 5
(L) 314-8 Gloucester Rd 0.16
(P) TimesSquare 0.75(P) WanchaiGovt. Offices III 0.86
(P) IL 864 3 1.00
Total NIL 3.22 NIL 0.29 3.51
Takeup 0.01 1.80 2.120.01 0.30
Vacancy n_n,o.01 0% 1.51 102 oz 0.09 1X 1.63 4%Year-end Stock 6.84 15.05 5.31 10.15 37.35
1993 Sunn1j 0.93(P)IGarden Rd. Carpark
(P) GilmanSt 0.70(L) Jubilee Comm.Bldg. 11 0.06(P) Harbour City Redevelopment0.60 JTotal 0.60 0.06 0.70 0.93 2.29Takeuo 0.50 0.85 0.4 0 0.65 2.4 0
Vacancy 0.11 1X 0.72 1 0.32 sz 0.37 3z 1.52 42Year-end Stock 7.44 15.11 6.01 11.08 39.64
NOTES:
(1) All future developmentsare categorised as: D Definite L- Likely
H- Most Likely P- Possible
This categorisation mayrefer to the timing and/or possibility of the projected developmentactually proceeding.
(2) Newsupply in Governmentbuildings and space released by Governmentin other buildings are included and reflected in the supply, takeup, vacancy andstock.
(3)9 Sutherland House(0.09 H s.f.) has been excluded from the stock and the total area of Prince's Building has been slightly adjusted.
(4)* A substantial part of Bank of China and the whole of Standard Chartered Bank and Hang Seng Bank Building are expected to be occupied by the Banks
themselves or their associated corporations and these have been added to the gross takeup, however, the space to be released by them in otherbuildings has also been allowed for in calculating the net takeup.
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APPENDIX 5
A= Richard Ellis Rent Index:% change p.a.












H 2 50 000
+500000
1974 75 76 .77 78 79 80
Source: Richard Ellis Research






















1960 61 62 63 64 65 66 67 68 69 70 71 72 73 74 75 76 77 78 79 80 81
Cycle A Cycle B Cycle C Cycle D
Source: Richard Ellis Research
Cyclical growth in office rents and GDP
74APPENDIX 6













































1970 1971 1972 19731974 1975 19761977 19781979 1980 1981 1982 19831984 1985 1986 1987
YEAR




































1. Simons, C.F. (Editor) Research in Real Estate- Vol
2- Urban Housing markets and Proeriy Valuation,
JAI Press Inc. 1982.
2. Clapp, J.M. Handbook for Real Estate Market
Analysis, Prentic Hall, Inc., 1987.
3. Beaton, William R. and Bond, Robert J. and
Ferguson, Jerry T. Real Estate, Glenview, Illinois:
Scott Foresman Company, 1982.
4. Eldred, Gary. Real estate analis strategy,
Harper Row, 1987.
5. Ring, Alfred A. Dasso, Jerome. Real Estate
Principles and Practices, New Jersey: Prentice Hall,
Inc., 1985
5. Harvey, J. Urban Land Economics, London: Macmillian
Education Ltd, 1987.
7. Rams, Edwin M. Real Estate Consultant's Handbook
Virginia: Reston Publishing Company, Inc.
8. Managing the Office Building, Chicago: Institute of
Real Estate Management of the National Association
of Realtors.
9. Fraser, W.D. Principles of property investment and
pricing, London: Macmillian Publishers Ltd 1984.
Other Publications
1. Hong Kong Government- Property Review, various
issues.
2. Hong Kong Goernment- Hong Kong Annual Report,
various issues.
3. Hong Kong Government- Hong Kong Monthly Dimmest of
Statistics, various issues.
4. First Pacific Davies, Bond Centre Survey, Sept. 1988.
5. First Pacific Davies, Review or Lne
m mu 1989.
6. Citibank, Business Guide to Hong Kona,
7. James Capel (Far East) Ltd., Honk Kong Property
Review, Nov. 1988
8. Jones Lang Wootton, Hong Kong Office S2ace Survey
various issues.


